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THE SEARCH FOR FAIRNESS IN FINANCIAL REPORTING

The search for fairness in financial reporting has

been an agonizing process that has spanned several decades and
now threatens to burst forth in a renewed and more determined

effort than ever before.

No doubt this quest is as old as

the evolution of accounting and financial statements.

It

received its major impetus, however, when the first securities

law was enacted by Congress in 1933 decreeing that financial
statements used in connection with securities transactions
should be ’’not misleading.”

More than forty years have passed since the adoption

of the 1933 act.

During that period we have witnessed an

outpouring of rules, regulations, releases and opinions directed

toward defining what is meant by the elusive term

’’not misleading."

Unfortunately the task remains incomplete and it sometimes
seems that the more we seek a magic answer the more we succeed

in compounding the complexities that we strive to clarify.

The concern about fairness and reliability in

financial reporting has reached such high intensity that it
has become the subject of widespread debate and is the object

of a host of special studies, research projects and proposals
for change.

There are many developments in our society which have
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converged in recent times to bring about this heightened

interest in financial reporting.

Principal among these has

been the social upheaval that began in our country in the

1960s.

We have witnessed the emergence of concern for

protection of the consumer and preservation of the environ

ment and disenchantment with big government and with social
programs that fell far short of their mark.

We have been

abruptly confronted with the spectre of shortages in energy
and other natural resources vital to the health of our

economy.

We have experienced a collapse in the stock markets

following a period of unparalleled boom and a spurt in
inflation resulting largely from fiscal irresponsibility.

We

have seen the stability of our banking system come under
question as a result of bad loans to real estate investment
trusts and less developed countries and on such things as

oil tankers.
The costs of government have burgeoned to unpre
cedented heights because we have tried to do more than we could
afford.

As a result major governmental units are now faced

with default and bankruptcy.

Faith in the credit of state and

local governments has been badly shaken and their ability to
raise needed capital has been severely damaged.

In the private sector, business has gone through a
series of damaging trends and events.

In the 1960s there were
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the go-go managers who parlayed small companies into giant

conglomerates through accounting manipulations that ultimately

resulted in the bilking of hordes of small investors.

These

were accompanied by the spectacular collapse of a number of

prominent companies whose securities were thought to be out

standing investments.

The demise of such companies as Penn

Central and Equity Funding has taken a toll in public confid

ence that may never be fully restored.
The management cover-ups and frauds that came to

light over the last decade were the forerunners of corporate
misdeed of unimagined pervasiveness.

The revelations about

corporate bribes, illegal political contributions and other

assorted irregularities which are currently unfolding are
leading to demands for disclosure and openness that are likely
to eliminate most remaining vestiges of privacy of financial

information.
Couple all of these developments with a major

recession and the resignation under fire of a President of the
United States and there is little wonder why a crisis of confid
dence in nearly all of our institutions exists today.

Clearly,

if confidence is to be restored, there must be a renewed
dedication to integrity and assurance of integrity must be

provided by, among other means, fairness in financial reporting.

It is as a result of this environment that we find
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ourselves caught up in an intensive scrutiny of the adequacy
of financial reporting practices which are based on long-held

assumptions or conventions that may no longer be valid.

The

experience of a troubled economy has focused attention on the

need for reliable financial data on which sound economic policy

decisions can be based.

The ravages of double-digit inflation

have sharpened awareness of the need for financial accounting

that reflects changes in current values and the purchasing

power of money.
It is no accident then that our Congress is turning
its attention to the financial reporting process.

In developing

an energy bill, it provided for the establishment of accounting
standards for the oil and gas industry.

In hearings on pending

legislation to regulate the sale of state and municipal securities,

it is indicating an intention to see that adequate disclosure
standards are adopted and adhered to.

The Congressional investi

gations of illegal corporate payments are directed at devising

methods of preventing similar abuses in the future.
Both Congress and the Executive branch are concerned

about the functioning of our capital markets and the prospects

of a capital shortfall that will hinder the future growth of
our economy.

The securities industry has already undergone a

period of substantial change mandated by legislation and even

more change is in prospect.

The financial reporting process
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is an important part of this picture and is not likely to be

overlooked.

Thus the ranks of those seeking fairness in

reporting financial data have swelled to include politicians,

union leaders, economists, environmentalists, social reformers
and many others.
All of this has created strong pressure to bring
about immediate changes in financial reporting to better meet

the needs of our times.

The problem is that little agreement

exists among the interested parties on what constitutes

fairness, and on how to achieve it.

In short, we are in con

siderable disarray even though the task of determining what
should be done has become urgent.

There have been a host of efforts to achieve fairness

in financial reporting ever since Congress and the SEC decided
to rely principally on the CPA profession for this purpose.
To be sure, over the years, the SEC has established rules and
issued accounting series releases of its own, but until recently

it relied heavily on the practicing profession to take the
initiative.

In 1938 the AICPA established its Committee on
Accounting Procedure to establish standards in the form of
Accounting Research Bulletins.

A total of 51 bulletins were

issued until the Committee was replaced by the Accounting

Principles Board in 1959.
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The APB started slowly but ultimately released a

total of 31 opinions dealing with a wide variety of accounting

problems.

Nevertheless, the pressures of its critics brought

about the appointment of the Wheat Study Group to reexamine

the manner in which accounting standards should be established.
This study resulted in the establishment of the Financial

Accounting Standards Board in 1972 to succeed the APB as the
body in the private sector to establish financial accounting

standards.
No doubt you are all aware of the activities of the
FASB since it was established.

It has sought to generate a

broad base of support for its pronouncements by the adoption
of extensive due process procedures.

The SEC has indicated its

support for the work of the FASB by issuing Accounting Series
Release 150 confirming its intention to rely on the Board for
the establishment of accounting measurement standards.

The Board has issued 12 statements and 9 interpreta

tions to date and has 16 matters on its active agenda.

Despite

these concerted efforts, however, it is being criticized for

acting too slowly, for failing to develop a conceptual frame
work of accounting, for devoting too much attention to dealing
with urgent emerging problems and for the quality of its
decisions to date.

In the meantime, the SEC, under heavy pressure from
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Congress, financial analysts and other critics to deal with
urgent accounting problems through disclosure requirements, has

issued 65 Accounting Series Releases from 1972 to the present
date.

In doing so, the SEC has distinguished between disclosure

standards, which it considers to be its province, and measure
ment standards for which it looks to the FASB.

With all this activity one might think that most of
the problems were being resolved and that the search for fair

ness was rapidly reaching its objective.
being the case, however.

unresolved.

This is far from

Far too many major issues remain

A quick look at the open items on the agenda of

the FASB is sufficient to convince one that we still have a

long way to go.

For example, the accounting for leases, the

extractive industries, and interest costs must all be dealt with.
We still have no resolution of how to report on segments of a

business and the problem of defining what is material for
financial reporting purposes remains as perplexing as ever.

In addition to these specific problems are matters of

lesser magnitude but of greater urgency because they have emerged

from new circumstances being encountered by preparers of
financial

statements and auditors alike.

These emerging problems

require prompt solution if a reasonable degree of comparability
is to be achieved.
During the early days of the FASB, the AICPA's
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Accounting Standards Executive Committee dealt with such problems

on an interim basis by the issuance of Statements of Position.

While AICPA members are not required to follow these Statements,
they do provide guidance for members until the FASB takes action.

More recently, the FASB has established procedures
for attempting to deal with emerging problems on a timely basis.
It is too early to tell whether this approach will prove satis

factory or whether it will place too heavy a burden on the Board’s
time.
Meanwhile, other major areas of accounting are going

untended by the FASB.

The entire field of accounting for non

profit enterprises demands attention.

As mentioned earlier,

the need for more comprehensive accounting and reporting
standards for state and local governments has become painfully

obvious as a result of recent financing difficulties.

Also,

many industries have operating characteristics that give rise
to the need for special accounting standards.

In some cases industry groups are springing up to

take these accounting matters into their own hands.

Some, like

the Municipal Finance Officers Association, are responsible

groups which ought to be commended for their efforts.

But others

may be solely concerned with protecting vested interests rather
than the public.

-9-

The AICPA is attempting to fill some of these voids

in accounting standards on an interim basis.

Its Accounting

Standards Executive Committee is issuing position papers on
matters that the FASB does not add to its own agenda.

A variety

of committees and task forces are working on the development of
new or revised audit and accounting guides for special industries,

on state and local government accounting and on accounting for
non-profit enterprises.

But the present situation is not wholly

satisfactory.
The Institute’s pronouncements are not enforceable under
our Code of Professional Ethics and thus they lack the necessary

force to ensure the achievement of comparability in financial
reporting.

On the other hand it is unrealistic to expect the

FASB to be able to deal with all of these problems within the
foreseeable future.

There is a need for some means of establish

ing interim standards on a semi-official basis within the profession

until such time as the FASB can take official action.

If this

need is not met, either a variety of industry groups will be

established to fill the void or even more diverse accounting
practices will be the order of the day.

In either case, the

quality of financial reporting and comparability are likely to
suffer.

The profession ought to give prompt consideration to

this problem in conjunction with those groups who have a high

interest in achieving fairness in financial reporting.
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I have cited these problems under the present
structure, not for the purpose of being critical of the FASB,
but to illustrate how exceedingly difficult it is to establish

a comprehensive set of financial accounting and reporting

There are many who have already become impatient

standards.

with the rate of progress of the FASB and have suggested

various actions as a panacea.

Perhaps the most important of

the criticisms has been that the Board should have established

a conceptual framework for accounting before attempting to
establish specific standards for measurement and disclosure.

It is argued that a conceptual framework will provide guide
posts which will greatly simplify reaching decisions on the

appropriate standards to be adopted.

Advocates of this approach

suggest that it will provide a basis for attaining internal
consistency within the body of standards as they are promulgated.

It is asserted that this would avoid the kind of ad hoc fire

fighting approach to standard setting for which both the APB
and now the FASB have been criticized.

There are strongly held views on both sides of this
proposition.

Those who support the notion of a conceptual

framework are found principally among the academic members of

the profession.

The other side is mainly composed of practi

tioners who want to have resolved immediately the questions

they currently face in conducting their audits.

The APB sought
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to straddle this issue by trying to do both at the same time
and so far the FASB has followed a similar course.

It remains

to be seen whether it will be any more successful in this
endeavor than was the APB.

Regardless of the outcome, neither

of these bodies realistically had any choice but to deal

promptly with urgent issues if they were to continue to be
accepted as viable standard-setting organizations.

The political

pressures of the market place would not have permitted any
other approach.

There have been several attempts in the past to
establish a basic set of principles as guideposts for standard

setting.

The APB’s Statement No. 4 on the Fundamentals of

Financial Accounting was intended as a start toward this purpose.

It is an excellent compendium of principles which underlie
current practices.

However, it was more an inventory than an

internally consistent conceptual framework, and it was criticized

precisely for that reason.

In any event, it did not prove to

be the key that could unlock all the solutions to the complex
questions encountered in establishing accounting standards.

The American Accounting Association also grappled

with this subject by appointing a committee which published
”A Statement of Basic Accounting Theory” in 1966.

This effort

also met with little success in achieving the basic objective

of facilitating the standard-setting process.
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A third, and more ambitious effort, was the appoint

ment by the AICPA in 1971 of a study group under the chairman

ship of Robert Trueblood to develop a statement of the objectives

of financial statements.

The work of this group culminated in a

report published two years later.

Although it identified 11

objectives, it did so in such broad terms that they did not lend

themselves to direct application in establishing accounting
standards.
The FASB has made the Trueblood report on objectives
the centerpiece for its current project to develop a conceptual

framework for accounting.

It is anticipated that a discussion

memorandum reflecting the results of the FASB’s own research

on the issues will be published in May or June of this year.
Until then we can only speculate about the potential success

of this latest effort.
We do know that at least two principal issues have

been under consideration in the development of the discussion
memorandum.

One of these is the question of what should con

stitute income for accounting purposes.

Some have argued that

income should be simply the sum of the difference in balance
sheet values between the beginning and the end of a fiscal

year.

This approach places great emphasis on establishing

current values in the balance sheet accounts and de-emphasizes
the concept of matching expenses with revenues.

Others contend
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that the emphasis in accounting should be just the reverse.
While I recognize that there are important differences

in these two approaches to determining income, I am not at all

certain that in implementing their application the results

would be significantly different.

In any event it is hard to

see how the resolution of this issue will, by itself, constitute
the flawless set of basic principles that have been so long

sought.

It would, however, provide useful direction in estab

lishing standards.
A related issue being considered under the FASB's

conceptual framework project is the question of whether one
or more valuation schemes should replace historical cost as

the basis for financial reporting.

We are all aware of the

mounting pressures that exist today to produce financial data

that more accurately reflects economic values.

The concerns

about the impact of inflation and the need for maintenance of

capital have reached a point where a major overhaul of the
valuation basis used in accounting must be given serious con

sideration.
The implications of changing to one or more methods

of current value accounting are, of course, staggering.

The

impact on the securities markets, the federal income tax base
and the nation’s productive facilities are not even
discernible

-- to say nothing of the difficulties of

dimly
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implementation for preparers and auditors alike.

Nevertheless,

since the need for more realistic financial data is undeniable,

there seems little doubt that the development of a workable
scheme must be initiated forthwith.

The notion that accounting should be modified to

reflect the effects of inflation is not new.

In 1959 the APB

issued its Statement No. 3 titled "Financial Statements Restated
for General Price Level Changes."

This statement encouraged

the inclusion of supplemental financial information which would

reflect restatement for changes in the purchasing power of the

dollar based upon a general price level index.

Except in a

few isolated cases, the recommendation was not implemented,

and it went largely ignored until it was incorporated in the
pending proposal of the FASB in the form of an exposure draft

on Financial Reporting in Units of General Purchasing Power.
Adoption of that exposure draft was deferred to
permit experimentation with its application.

It is perhaps

safe to say that most commentators have expressed little
enthusiasm for general-purchasing-power financial statements.
The negative response reflects a variety of reasons --

including self-interest, lack of understanding, a feeling that
the results have little practical utility, and a belief that
adjustment of balance sheet values rather than a change in the
unit of measure would be far more useful.
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Also, the SEC’s Chief Accountant is less than ecstatic
about the adoption of a general purchasing power approach.
Mr. Burton has expressed concern that application of a single
index to the financial information of all types of companies

would not produce useful results.

He worries that its adoption

would divert the efforts of preparers and the accounting pro

fession from experimenting with current replacement costs,
which he considers to be a more desirable course to pursue.

Consistent with this conviction, the SEC issued its
Release No. 5608 on August 21, 1975 proposing that filing
companies calculate and reflect in a footnote to their financial

statements the current replacement costs of inventories and

productive plant and equipment.

The footnote would also

disclose the effects on depreciation and cost of sales of
using such values.

We are told that the release will be adopted

and issued as an Accounting Series Release in April or May of
this year despite the fact that both industry and the profession

have urged

that the requirement be deferred until more experience

is gained in estimating current replacement costs.

Even though

this information will be labelled "unaudited”, there is fear
that users of financial statements will regard it as something

more than experimental data.

Moreover, because it is only a

piecemeal approach, there are strong views that the costs that
will be encountered will far outweigh

the utility of the
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information.

It appears that once more the SEC is taking the

initiative because it considers action is so urgently needed

that it cannot afford to await experimentation and development

efforts in the private sector.

Significant attempts are also being made in the
United Kingdom, Canada and Australia to cope with inflation

and to reflect current values in financial statements.

The

most important of these are in England where the accounting

profession is attempting to implement its own provisional re
quirement for supplemental financial statements restated for

changes in the general purchasing power of the pound.

This

proposal so alarmed the government that it appointed a special
study commission which has issued its own report, known as
the Sandilands Commission Report on "Inflation Accounting”-

This report specifically rejects restatement for changes

in the purchasing power of money as a satisfactory solution.
Instead, it recommends changing from the use of historical

costs to the incorporation of current replacement costs

in the accounts for certain classes of non-monetary assets.
At the present time a special committee is being

jointly financed by the government and the profession in the
United Kingdom to coordinate the two approaches and develop

procedures for their implementation.

There has been some
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thought that the new value systems of accounting that emerge
may be adopted by the government for purposes of taxation.

It seems clear from all of these developments that
we are moving rapidly toward a period of extensive experimenta

tion with new valuation schemes for accounting.

is long overdue.

In my view this

But the implications of such fundamental and

far-reaching changes are so extensive and so unclear that we

should proceed with great caution lest we create widespread
chaos that would destroy rather than improve confidence in

financial reporting.
The SEC ought to forego implementing its proposed

footnote disclosure requirement until a coordinated program
for experimentation can be effectively carried out.

The

accounting profession, working in coordination with the FASB,
should agree on a few tentative approaches to a system incor

porating current value and possibly purchasing power accounting
and then proceed with a well-organized plan of experimenting

with a representative sample of major companies.

This should

be initiated at the earliest possible date and should also be
coordinated with the work currently being carried out in the

United Kingdom.

Only a major joint effort of this nature is

likely to avoid the confusion and inefficiency that will other

wise result from the piecemeal and disparate efforts that are
presently being proposed.
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In developing an overall scheme for improved financial
reporting, a third major question to be dealt with is the kinds
of information and data that should be disclosed and how it

should be reported.

We are in the midst of a period of

proliferating disclosure requirements and have reached a point

where the footnotes in many cases overshadow the financial
statements.

There is widespread concern that an overload of

disclosure may be counter-productive to understanding and that

the benefits may not be worth the costs involved.
The basic assumption of the SEC that mandatory

disclosure rules are essential for a fair market in securities
has been sharply challenged by the findings of a number of

researchers.

These challenges, combined with the growing

resistance to the burden of ever-expanding disclosure require

ments, has prompted the SEC to appoint a special study group under
the chairmanship of Commissioner Sommer to reexamine the whole
subject of disclosure theory and policy.

This study will almost

unavoidably overlap the work of the FASB's conceptual framework

project.
There is little doubt that a reconsideration at this

time is highly desirable, but it seems unlikely that there will

be a reduction in either the volume or complexity of required
disclosures.

Indeed, in the light of the present distrust of

business, the prospect is for more disclosure rather than less.
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There is ample evidence to support this conclusion.

We are

embarking on the inclusion of quarterly financial data in

footnotes to annual financial statements; the issue of publi
cation of forecasts is not dead; the revelations on illegal
payments are now finding their way into disclosures in proxy

statements; we are still struggling with how to report on
segments of conglomerates; and our concepts of materiality
are being stretched beyond traditional boundaries.

Where are we going with this insatiable demand for

more and more information?

Is it all really necessary?

uses it and how and to what effect?

Who

Are the traditional

rights to privacy going to be obliterated in the name of the

public’s need to know?

Is the SEC’s theory of differential

disclosure valid or is it a rationalization of outmoded
assumptions?

Are we attempting to remove more risk from

investment decisions than we can or should?

If management

and securities market fraud is our principal concern are there

more effective ways than disclosure to deal with the problem?
I don’t pretend to have the answers to these

difficult questions.

Neither am

I sanguine about any early

or wholly satisfactory success in our quest for fairness in
financial reporting.

We have a long way to go and I am not

at all sure that we aren’t seeking certainty in a world that
is filled with uncertainty.
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It does seem to me, however, that one important
aspect of financial reporting is being largely overlooked.

This is the manner in which financial reports communicate
information.

Very little has been done to experiment with

new formats and techniques of communication to achieve a
better understanding by users.

We are still using essentially

the same type of financial statements that were devised at a

time when business entities and transactions were relatively

uncomplicated.

A reexamination of the present methods of

communication would seem to be overdue.
It is likely that the FASB’s conceptual framework
project and the SEC’s proposed disclosure study will deal with

some aspects of the communication process.

However,

these projects do not appear to be directed at an appraisal

of the communication techniques, as such, but are more concerned
with the information itself.

A study of the communication

methods used in financial reporting ought to be initiated at

the earliest practicable date.
A preliminary effort in this area has already been
completed by the English Institute of Chartered Accountants and

published under the title ’’The Corporate Report” in July 1975.

It would be very helpful if preparers and the CPA profession
were to join forces to mount a similar effort to develop more
effective methods of communicating financial information.
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This might provide an important part of the answer to how to

keep the volume of disclosure within reasonable bounds.

It may be that our search for fairness in financial
reporting is founded on a false notion about the degree of
perfection that is achievable.

An article in the March 15,

1976 issue of Forbes magazine entitled ’’Waist Deep in Big
Muddy” had this to say on the subject:

”It is a funny thing about accounting:

the

deeper you get, the more confusing it gets.

The harder you try for the precise truth,

the more it eludes you.”

Perhaps we ought to ask ourselves whether it will
ever be possible to condense the complexities of a modern

multi-national corporation into a few pages of financial data
that will convey a fair picture.

It may be that a better answer

would be to concentrate on those factors or circumstances

relating to a company which, by their unique circumstances, are

likely to have an over-riding effect on the success or failure
of the company.

It is this information that needs to be summarized

and communicated and it is unlikely that it can ever be done

effectively within a rigid reporting framework.
What users need is an interpretation and analysis

of what the financial data means in terms of the present condition
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and future pros
pects of a business.

It is not very satisfactory to give users of
financial reports a lot of financial data and tell them to
make their own analysis and interpretation.

What they need

is to be told what the financial data means in terms of the
operations, financial condition and future prospects of the

business.
It seems to me that management is in the best

position to do this and should be charged with providing such

information in new formats that would include sections dealing
with the key aspects of the business such as production

facilities; sales, order backlogs, marketing programs and

product development; work force and labor relations; and working

capital.

We have already started in this direction as a result

of the SEC’s requirement for a management analysis of the
summary of operations.

What I am suggesting is that this

approach be expanded and refined to take the place of many of
the disclosures which are currently included in financial

statements and footnotes.

If this course is pursued, auditors should be required

to review and report on the reasonableness of management’s
analysis and interpretation.

This role would admittedly be

difficult for auditors to fill and would require a high degree

of professional judgment and integrity.

But the need is great
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and I am convinced that over a period of time a group of

sophisticated practitioners would emerge to fill this role.

In the meantime we shall carry our lighted lantern
before us seeking fairness while standing waist deep in a

swamp of disclosures at the height of the rainy season.
Maybe by some judicious tinkering we can at least stop the

rain and make our way to improved methods of financial reporting.

